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Preface 

This r epor t  focuses on the  appl ica t ions  of economic ana lys i s  i n  p r i v a t e  

s e c t o r  corporat ions,  notably those i n  the  aerospace indus t ry .  However, i t  is  

hoped t h a t  some of t h e  concepts and methodology can be t r ans fe r r ed  t o  the  

pub l i c  s ec to r .  

I n  a recent  art icle,  Foreman and Mertes po in t  out ,  "Some w i l l  d i sagree  

with the  i d e a  t h a t  managing the  country's  business  may not  d i f f e r  g r e a t l y  

from managing a p r i v a t e  business .  They may r i g h t l y  argue, f o r  example, t h a t  

t he  problems of government are many times more complex than those of business ,  

while  t he  s t akes  are immeasurably higher.  But t h i s  argument f a l l s  s h o r t  of 

t he  point .  For the  po in t  is, ra ther ,  t h a t  d e s p i t e  the  r e l a t i v e  complexity 

of t h e  problems or the  importance of t h e  s t akes ,  dec is ion  making i n  the  publ ic  

and p r i v a t e  sectors of t he  economy similar, perhaps more so than popularly 

supposed. 

methods of q u a n t i t a t i v e  business  ana lys i s  can b e  successfu l ly  used t o  a t t a c k  

the  decision-making problems of t h e  government. "' 

The degree of s i m i l a r i t y  is s u f f i c i e n t  f o r  one t o  conclude t h a t  t h e  

1 C.W. Foreman and F.P. Mertes, "The Business Side of Defense Planning," 
Business Horizons, Summer 1966, p. 35. 
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I. I n  t rod1:c t i  on 

It is fashionable  i n  some quar te rs  t o  s ta te  t h a t  business  management is 

e s s e n t i a l l y  appl ied  economics. In t h i s  view, the  manager a l l o c a t e s  scarce 

resources  (men, money and ma te r i a l s )  among competing ends--R&D, new f a c t o r i e s ,  

adver t i s ing ,  management development, etc . 
This paper does n o t  contend t h a t  t h i s  view is necessa r i ly  wrong. However, 

i n  order  t o  be  useful ,  i t  w i l l  consider formal economics as a cont r ibu t ing  

f a c t o r  t o  business  management, bu t  as something s u b s t a n t i a l l y  less t h a t  t h e  

whole. The presenta t ion  w i l l  focus on bus iness  planning because t h a t  aspect of 

company a c t i v i t y  provides such an exce l len t  framework f o r  surveying the  var ious  

p o t e n t i a l  appl ica t ions  of economic theory, methodology, and s ta t is t ics  t o  the 

business  firm. 

Robert Burns may w e l l  be the  patron s a i n t  of business  planning because of 

h i s  immortal phrase,  "The b e s t  l a i d  plans ..." I n  t h i s  connection, i t  may a l s o  

be r eca l l ed  t h a t  a New York C i ty  writer had a d a i l y  column e n t i t l e d  something 

l i k e  "Life  With S a l t  on t h e  Side". 

would be h e l p f u l  i f  t he  reader  added no t  a pinch, b u t  a dose of salt.  

the  mobi l i ty  as w e l l  as the  mortality rate of corpora te  planners  as a breed may 

poin t  t h i s  up. 

follows: 

t e l l i n g  how h i s  company plans,  t he  odds are 1 out  of 2 t h a t ,  w i th in  two years ,  

he w i l l  no t  be  i n  h i s  present  job,  h i s  job won't exis t ,  or  both. 

In  much of the  subsequent discussion,  i t  

Perhaps 

For example, t h e r e  is a r u l e  of thumb which goes about as 

I f  a business  publ ica t ion  r epor t s  about a corporate  planner  who is 

It nay be h e l p f u l  a t  the  ou t se t  t o  offer some observat ions on the  

e s s e n t i a l s  of business  planning, t o  c l e a r  up some confusions t h a t  s tuden t s  of 

business  planning as w e l l  as planners themselves may develop. 



-2- 

Fundamentally, bus insss  planning i s  not ,  o r  at least should n o t  be,  merely 

a c o l l e c t i o n  of es t imates  of f u t u r e  sales, p r o f i t s ,  manpower, o r  o the r  : 

s t a t i s t i c a l  forecas ts .  To c i t e  t he  obvious, Webster's new I n t e r n a t i o n a l  

Dic t ionary  states t h a t  t o  plan i s  " t G  dev ise  o r  p r z j e c t  as a method o r  cocrse  

of ac t ion ."  Here is what can be taken t o  be the  essence of business  planning: 

i t  is a process which is designed t o  provide a course of a c t i o n  f o r  a business  

en te rp r i se .  The s ta t is t ical  d a t a  merely furn ish  a b a s i s  f o r  decis ions.  The 

subsequent ana lys i s  w i l l  depend heavi ly  on a r e l a t i v e l y  simple node1 of t h e  

corpora te  planning process. 

Nevertheless,  t he  following one is useful ,  on the  assumption t h a t  minimum 

complexity may be more advantageous than maximum e rud i t ion .  However, t he  

reader  may be cautioned by Gertrude S t e i n ' s  lament t h a t  t he  t roub le  with 

Americans is t h a t  they t r y  t o  simplify complexity in s t ead  of t r y i n g  to under- 

s tand  it. 

More sophis t ica ted  models e x i s t  i n  t he  l i t e r a t u r e .  

This model of the  business  planning process v i e w s  i t  as a f ive-s tep 

I a f f a i r .  The f i r s t  phase is externa l  o r i e n t a t i o n ,  s e t t i n g  forth--assuming o r  

forecas  ting--the e x t e r n a l  environment i n  which the  business e n t e r p r h e  w i l l  be 

opera t ing  during the  planning period. 

The second phase of t h e  planning process is targeting-es t ab l i sh ing  long- 

term goals  and objec t ives  f o r  the  en te rp r i se .  

Thirdly,  comes i n t e r n a l  o r i en ta t ion ,  analyzing the  c a p a b i l i t y  of and 

resources  ava i l ab le  t o  the  en terpr i se .  

Next, comes development, formulating the  key programs and major under- 

tak ings  on which the  company w i l l  embark. 

'This model is drawn from PI. L. Weidenbaum, "The Role of Economics i n  
Business Planning," i n  Max D. Richards and W i l l i a m  A. Nielander,  ed. , Readinns 
i n  Management, Second Edi t ion,  (Cincinnat i ,  South-Western Publ ishing Co., 
1963,) pp. 371-382. See a l s o  M.L. Weidenbaum, "The Planning Process in 
Business," Business and Government Review, May-June 1965, pp. 15-22. 
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Fina l ly ,  comes evaluation, c losing the  loop by checking t h e  adequacy of the  

developmental programs t o  meet the  goals and objec t ives  i n  the an t i c ipa t ed  

environment. Likewise, t he  reasonableness of t he  goals and objec t ives  are 

reviewed aga ins t  the l i k e l y  accomplishment of the  e n t e r p r i s e ,  given i t s  

c a p a b i l i t y  and resources. 

The next  several sec t ions  of t h i s  paper take up each of t h e  f i v e  phases of 

the  business  planning process i n  turn, i nd ica t ing  t h e  a c t u a l  and poss ib le  

inf luences  of economic f ac to r s  and contr ibut ions of economic ana lys i s  t o  each 

of them. 

11. External Orientat ion 

t 

The most important management decisions necessa r i ly  concern the  fu tu re .  

Some execut ives  tend t o  make l i g h t  of fo recas t ing  as mere c r y s t a l  b a l l  gazing. 

This View contends t h a t  no human can honestly claim t o  know what l i es  ahead. 

While t h i s  may be q u i t e  t rue ,  i t  s t i l l  does no t  provide any b a s i s  f o r  no t  making 

a forecas t .  

is because almost every major business decis ion rests upon some assumption as t o  

fu tu re  conditions.  Not t o  forecas t ,  therefore ,  is r e a l l y  t o  assume o r  fo recas t  

i n d e f i n i t e  cont inuat ion of the  status quo. 

these  days of dynamic change seems very shor t s igh ted  and u n r e a l i s t i c .  

A. Long Term Forecasts  

I n  f a c t ,  no business management can escape from forecas t ing .  This 

To expect o r  fo recas t  no change i n  

2 

I n  p rac t i ce ,  most business planning, p a r t i c u l a r l y  t h a t  of a long range 

nature ,  begins with o r  is done on t h e  b a s i s  of some evaluat ion of the  e x t e r n a l  

environment i n  which the  company w i l l  be  operating. This i s  the  area i n  which 

business  economists o f t en  make t h e i r  most important cont r ibu t ion .  A l l  ava i l ab le  

'Walter Hoadley, "The Economist's Contr ibut ion t o  Management Planning," a 
paper de l ivered  a t  the  In t e rna t iona l  Management Congress, New York City,  
September 17, 1963. 
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surveys of the r o l e  of company economists i n d i c a t e  t h a t  such forecas t ing  is the  

predominant a c t i v i t y  which they have i n  common. 

A survey of economic s t a f f s  of  American indus t ry  conducted by the National 

I n d u s t r i a l  Conference Board revealed t h a t  "per iodic  forecas t ing  is reported by 

113 A respondents t o  be the  most important s i n g l e  a c t i v i t y  of s t a f f  economists. 

similar survey, conducted by a l a r g e  o i l  company concluded: "If  t he re  is a 

s i n g l e  a c t i v i t y  common t o  a l l  the  company economists surveyed.. .it is forecas t ing  

long and short-term trends i n  the  na t iona l  economy and r e l a t i n g  them t o  sales 

and p r o f i t s .  184 

Company planning may u t i l i z e  d i f f e r e n t  types of economic forecast ing.  These 

vary from soph i s t i ca t ed  models of the GNP t o  a naive assumption h l a  Sewell 

Avery t h a t  the  storm c e l l a r  is t h e  most l i k e l y  symbol of t he  economic outlook. 

As is known from t h e  frequent c i t a t i o n  of t h i s  shopworn example, Montgomery 

Ward pu l l ed  i n  i t s  horns a f t e r  World War I1 while i t s  rivals expanded t o  meet 

the  b u r s t  of unsa t i s f i ed  postwar consumer demand. 

Wright Co. a f t e r  World War I1 t h a t  there would be l i t t l e  f u r t h e r  demand f o r  

The assumption of the  Curt iss-  

a i r c r e f t  l e d  t h i s  largest a i r c r a f t  producer dtirfng t h e  war t o  attecnpt t o  

d ive r s i fy  out  of t he  a i r c r a f t  industry--adding i n s u l t  t o  i n j u r y ,  i t  w a s  

unsuccessful i n  doing so. 

Forecast ing the  fu ture  l e v e l  of GNP, while  o f t en  extremely usefu l  and 

c e r t a i n l y  popular, is more near ly  a s t a r t i n g  point .  The following are some 

i l lustrat ive management questions o r  problems involving ex te rna l  inf luences 

which can be  c r i t i c a l  i n  planning and which lend themselves t o  economic analysis :  

311Sources of Economic Intel l igence",  Conference Board Business Record, 

4C. S . Teitsworth, "Growing Role of t he  Company Economist", Harvard Business 

Sept., 1960, p. 28. 

Review, January-February , 1959, p . 100. 



-5- 

1. What are the  most important l o c a l ,  regional ,  o r  worldwide economic 

t rends?  When we disaggregate ,  w e  o f ten  f i n d  such phenomena as growth i n  the  

West during recessions i n  the  East.  What phase of t he  business  cycle lies 

immediately ahead? For sone indus t r i e s ,  and n o t  j u s t  defense and space 

cont rac tors ,  i t  is becoming more near ly  a case of t he  budget cycle  than the  

t r a d i t i o n a l  business  cycle.  

2. What are the  demand prospects i n  the  company's new as w e l l  as 

e s t a b l i s h e d  markets? These may n o t  be r e l a t e d  t o  GNP a t  a l l ,  o r  i n  a 

soph i s t i ca t ed  fashion--such as t o  the rate of increase.  

3. Where are market oppor tuni t ies  l i k e l y  t o  expand mort rap id ly?  

Obviously the  ana lys t  needs t o  know the indus t ry  and company as w e l l  as n a t i o n a l  

economic t rends.  

4. W i l l  t he  a v a i l a b i l i t y  and cos t  of c r e d i t  tend t o  expand o r  depress 

buying? A r e  " t i gh t "  or "easy" c r e d i t  condi t ions ahead? This requi res  under- 

s tanding  of the f a c t o r s  in f luenc ing  f u t u r e  changes i n  governmental economic 

pol icy.  

5 .  '&at is ahead f o r  p r i ces  of r a w  materials and f in i shed  products as 

w e l l  as f o r  c o s t s  of o the r  goods a n d  s e r v i c e s  t h a t  t h e  company buys o r  s e l l s ?  

Changes i n  minimum wage laws, governmental r egu la t ion  of business  and t h e  

expansions and developments in government opera t ions  and planning may have 

5 s i g n i f i c a n t  impact on the  firm. 

6.  Is the  economic s t r eng th  of t h e  competit ion l i k e l y  t o  i n t e n s i f y  o r  

diminish? 

5For a d e t a i l e d  ana lys i s  of how government program can a f f e c t  i nd iv idua l  
companies, see M.L. Weidenbaum, "The Impact of Government Spending Programs on 
Private P r i ce  Formation," i n  U.S. Congress J o i n t  Economic Committee, The 
Rela t ionship  of P r i ces  t o  Economic S t a b i l i t y  and Growth, Government P r i n t i n g  
Off ice ,  1958, pp. 529-554. 
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L e t  us now turn  t o  the  methodology of preparing economic forecas ts .  

a l l  of the  long-term economic forecas ts  used by business  firms i n  recent  years  

are based, with varying degrees of soph i s t i ca t ion ,  on the  following simple 

formula: 

Almost 

G = E x H x P  

G s tands  f o r  t h e  gross  na t iona l  product (GNP); E is the  average number of  

persons employed during the  per iod;  H i s  the  average hours worked p e r  employee; 

and P represents  the  output p e r  man-hour o r  product iv i ty .  This, of course, i s  

the  p ro jec t ion  of p o t e n t i a l  supply of g ross  n a t i o n a l  product. 

Inc iden t ly  t h i s  does n o t  mean t h a t  everything has t o  be  r e l a t e d  t o  t h e  

GNP. Some company markets, f o r  example, have l i t t l e ,  i f  any r e l a t ionsh ip  t o  

f l u c t u a t i o n s  f n  the  n a t i o n a l  economy. 

much criticism by businessmen of the  very concept of GNP r e a l l y  relates t o  i t s  

uses. 

problem because i t  is a decl ining percentage of  t h e  GNP (which may be  more of 

an a r i t h m e t i c a l  than a real re la t ionship) .  

is explained i n  terms of GNP--citing d a t a  showing corporate  p r o f i t s  as a 

dec l in ing  funct ion of GNP--businessmen o f t en  then apprec ia te  t he  p o t e n t i a l  

value of GNP as a n e u t r a l  economic tool, a concept which can be  appl ied  by 

p o l i t i c a l  conservat ives  as  w e l l  as l i b e r a l s .  

It should be understood, however, t h a t  

For example, many persons a r e  t i r e d  of hear ing t h a t  t h e  publ ic  debt is no 

However, when the  p r o f i t  squeeze 

The employment estimates a re  general ly  based on Census Bureau and Labor 

Department pro jec t ions  of the  population and the  l abor  force .  

populat ion forecas  t--and the Census Bureau obl ig ingly  provides several 

a l t e r n a t i v e s ,  based pr imar i ly  on d i f f e r e n t  assumed f e r t i l i t y  rates-the estimate 

of t h e  l abor  force  pr imari ly  is a question of  determining p a r t i c i p a t i o n  rates 

among the  groups of  working age--that is, a t  each working age l e v e l  what per- 

centage of t he  population w i l l  be s tudents ,  housewives, the  s i c k ,  t he  r e t i r e d  

and o the r s  no t  ava i l ab le  f o r  work. 

Given the  
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: For fo recas t s  up t o  about f i f t e e n  years  i n  the  f u t u r e ,  t he  re levant  

populat ion d i s t r i b u t i o n s  involve i i t t l e  guesswork, except  f o r  in-and-out migrat ion 

and m o r t a l i t y  rates, which are f ac to r s  of lesser order  of  magnitude than 
1 
i f e r t i l i t y .  I n  essence,  p r e t t y  much a l l  of  the  persons with which w e  are 

concerned a l ready  have been born. Assumptions are then necessary as t o  the  

po r t ions  of the  labor  fo rce  no t  involved i n  c i v i l i a n  employment: t he  members of  

t h e  armed f o r c e s  and the  unemployed. A 4 percent  unemployment rate s t i l l  seems 

t o  be  t h e  most popular assumption. (see Figure 1) 

The estimate of average hours worked pe r  employee is genera l ly  based on t h e  

h i s t o r i c a l  experience of a dec l in ing  secu la r  t rend  i n  the  average work week. This 

is usual ly  taken as a reduct ion of l e s s  than 1 percent  a year ,  perhaps 0.8 percent  

p e r  annum. This can be t r i cky ,  because the  average work week tends t o  rise 

during per iods  of prosper i ty  and recovery. Hence, t h i s  type of. ana lys i s  focuses  

on long- term trends.  

Product iv i ty  is genera l ly  estimated t o  inc rease  as t he  r e s u l t  of expanded 

research and development, new business investment, g r e a t e r  education and t r a i n i n g  

of t he  l abor  force,  and increas ing  appl ica t ion  of new technoiogies (see Figure 

2 f o r  an i l l u s t r a t i v e  de r iva t ion  of GNP). 

ALTERNATE GNP PROJECTIONS FOR 1975 
( i n  b i l l i o n s  of 1962 d o l l a r s )  

Annual Rate of 
Increase  i n  Product iv i ty  

2.25% 
2.50 
2.75 
3.00 

Unemployment Rate 
4.0% 4.8% - 3.5% - 

$843 $839 $832 
8 70 866 858 
89 9 89 5 887 
928 924 9 16 

Many long-term fo recas t e r s  cross-check these  p ro jec t ions  of GNP from the  supply 

s i d e  aga ins t  a more complete model of t he  economy. Such a model may show, 011 

the  one hand, the  demand f o r  output  by consumers and o thers ,  and, on the  o t h e r  
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Figure 2 

Line 1. Employment 

POTENTIAL SUPPLY OF GNP 

1956 1970 1975 Units 

74.9 81.4 88.5 mi l l i ons  

- 

Line 2. Average hours worked per  week 37.9 37.2 36.5 hours 

Line 3. Tota l  hours worked p e r  week mi l l i ons  of 
( l i n e  1 x l i n e  2)  2839 3028 3230 hours 

Line 4. Tota l  hours worked pe r  year  b i l l i o n s  of 
( l i n e  3 x 52) 147.6 157.5 168.0 hours 

Line 5. Output p e r  man-hour $4.19 $4.67 $5.21 d o l l a r s  

Line 6. To ta l  output  or  GNP 
( l i n e  4 x l i n e  5)  

b i l l i o n s  of 
$618 $735 $875 d o l l a r s  
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hand, t h e  c o s t  of producing the  output--the incomes accruing t o  business  f i rms,  

i nd iv idua l s  and the  government. 

t he  i n t e r n a l  consistency of the  e s t i n a t e s  used (see Figure 3). 

Such a model provides a use fu l  cross-check of 

In many cases,  much de ta i l ed  ana lys i s  of economic h i s t o r y  and a very 

considerable  amount of judgment and in s igh t  goes i n t o  the  prepara t ion  of these  

fo recas t s .  

cast se rves  as a desc r ip t ion  of much of t h e  e x t e r n a l  environment i n  which the  

e n t e r p r i s e  w i l l  be  operat ing .6 

Also, the  s p e l l i n g  out  of t h e  b a s i c  assumptions underlying the  fore- 

Typical assumptions inc lude  the  following: 

.The cu r ren t  state of i n t e r n a t i o n a l  tensions--the cold w a r - - w i l l  

continue. 

workable disarmament program be adopted. 

assumption which cu r ren t ly  i s  being reviewed o r  questioned i n  some 

q u a r t e r s  .) 

No major war w i l l  occur during the  f o r e c a s t  per iod,  nor w i l l  a 

(This i s  an example of an 

. S c i e n t i f i c  and technological  advances w i l l  continue at  t h e  cu r ren t  rate 

or higher .  

.The Federal  Government w i l l  take necessary a c t i o n  t o  avoid major 

depressions or runaway in f l a t ions .  

perhaps .) 

(This may b e  begging the  quest ion,  

.Pr ices  w i l l  rise at t h e  average rate experienced during the  p a s t  decade 

(or, a l t e r n a t i v e l y ,  a l l  estimates are prepared i n  so-called "constant" 

d o l l a r s ,  which e l imina te  the  e f f e c t s  of i n f l a t i o n ) .  

B. Short-term Forecasts  

The preceding discussion related t o  making f o r e c a s t s  5 ,  10 o r  more years  

6For examples of some long-term f o r e c a s t s  of GNP, see Hans H. Landsberg, 
Leonard L. Fischman, and Joseph L. Fisher,  Resources i n  America's Future: 
P a t t e r n s  of Requirements and A v a i l a b i l i t i e s ,  (Baltimore: John Hopkins Press ,  
1963). 
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Figure 3 

NATIONAL INCOME AND PRODUCT ACCOUNT, 1942 
( I n  b i l l i o n s  of d o l l a r s )  

Coat of Producing Output Receipts from Output 

Compensation of employees $322.9 Personal consumption expenditures $355.4 

P ropr i e to r s  ' income 49.8 Gross p r i v a t e  domes t i c  investment 78.8 

Rental  income of persons 12.0 N e t  exports  of goods and services 3.8 

Corporate p r o f i t s  

N e t  i n t e r e s t  

47.0 Government purchases of goods 
and se rv ices  117.0 

22 .o -- 
Subto ta l ,  Nat ional  

Income $453.7 

C a p i t a l  consumption 
allowances 49.4 

I n d i r e c t  business  taxes 53.0 

S t a t i s t i c a l  discrepancy, 
stc. -1.1 

Gross n a t i o n a l  product $555.0 Gross n a t i o n a l  product $555.0 
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i n  the  future .  For many l i n e s  of business,  e spec ia l ly  re ta i l  t rade ,  develop- 

ments i n  the coming year  may be of overriding i n t e r e s t  and importance. Here 

the  methodology may o f t en  but  no t  always be less formal. 

Recent surveys of business forecas t ing  show t h a t ,  for short-term fo recas t s  , 
ana lys t s  more frequent ly  use the leading ind ica to r s  approach developed by the  

Nat ional  Bureat; of Economic Research. The leading ind ica to r s  are a s e l e c t i o n  

of s t a t i s t i ca l  da ta  t h a t  i nd ica t e  turning poin ts  i n  the  business  cycle ahead 

of t h e  over-al l  economy. Examples of leading ind ica to r s  are new orders ,  housing 

starts, s tock  market p r i c e s ,  business f a i l u r e s  ( inverted)  , new incorporat ions,  

and overtime hours. The following is an idea l i zed  r e l a t ionsh ip  between 

leading  ind ica to r s  and general  business a c t i v i t y .  The r e l a t ionsh ip ,  

unfortunately,  is never so simple i n  the  real world. 

TIME 

A r e l a t i v e l y  poor second choice is judgment, a simple technique t h a t  many 

fo recas t e r s  f ind  so easy t o  develop t h a t  i t  o f t en  s u b s t i t u t e s  f o r  a c t u a l  data.  

A t h i r d  choice is an t i c ipa t ions  surveys-such as those repor t ing  on t h e  c a p i t a l  

investment plans of business firms or consumer spending in t en t ions .  

Other methods such as GN? sec tor  ana lys i s ,  c o r r e l a t i o n  ana lys i s ,  and 

econometric models of the  economy are used, as w e l l  as consul t ing the  opinions 

7For a good descr ip t ion  of the  leading ind ica to r s ,  see National Bureau of 
Economic Research, Tested Knowledge of Business Cycles, Forty-Second Annual 
Report, June, 1962. 
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of col leagues i n  other  organizat ions o r  business  firms. I n  e f f e c t ,  each 

p rac t ione r  has  a spec ia l ,  very personal s e l e c t i o n  of ingredien ts  t h a t  he  blends 

with t h e  leading ind ica to r s  and possibly the  a n t i c i p a t i o n  surveys i n  preparing 

h i s  short-term econoinic forecas t .  

C. Applicat ions of Forecasts  

8 

As pointed out  earlier, pro jec t ions  of t he  over -a l l  performance of t he  

economy are i n  the  na tu re  of a s t a r t i n g  po in t  and need t o  be r e l a t e d  t o  s p e c i f i c  

i n d u s t r i e s  and geographic a reas .  For example, for aerospace companies the  

f o r e c a s t  of GNP is used i n  pro jec t ing  the  m i l i t a r y  and space budgets, which are 

t h e  b a s i c  market research t a sk  f o r  t h a t  indus t ry  and c e n t r a l  t o  i t s  long-range 

planning . 
A widely used methodology f o r  mi l i t a ry  and space market f o r e c a s t s  is based 

9 on a three-fold process:  

1. 

2.  

A long-term pro jec t ion  of GNP. 

A p ro jec t ion  of the  t o t a l  f ede ra l  and the  m i l i t a r y  and space budgets 

on the  b a s i s  of the  economic fo recas t .  

A s ta t is t ical  ana lys i s  of the  composition of the  in i l i t a ry  and space 

budgets. 

3. 

The s imples t  method is to  take  military and space expenditures as a 

cons tan t  percentage of GNP. A s l i g h t l y  more soph i s t i ca t ed  approach, somewhat 

i n  l i n e  with the  post-Korean experience, is  t o  estimate the  expendi ture  level as 

a dec l in ing  funct ion of the  GNP. 

8The most up-to-date explanations of short-term business  forecas t ing  are 
contained i n  W i l l i a m  F. But le r  and Robert A. Kavesh, e d i t o r s ,  How Business 
Economists Forecas t3 Prentice-Hall ,  1966. 

'M.L. Weidenbaum, "The Military Market i n  the  1960's ," Business Horizons, 
Spring 1961, pp. 61-68. 
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However, as recent  experience i l l u s t r a t e s ,  the  a c t u a l  s i t u a t i o n  is  more 

complex than tha t .  

expendi tures  have been a major p a r t ,  b u t  only a p a r t ,  of t he  f e d e r a l  budget 

and c e r t a i o l y  a much smal le r  proportion of  GNP. 

a budget which i s  approximately i n  balance over  the  cycle ,  the  GNP and i t s  

growth is f a r  more of a l i m i t a t i o n  on f e d e r a l  revenues than on m i l i t a r y  and 

space spending d i r e c t l y .  

I n  the  post-World War I1 period, m i l i t a r y  and space 

Even wi th in  the  c o n s t r a i n t  of 

A node1 of  the  f ede ra l  budget i s  needed, which is  b u i l t  up from both the  

revenue s i d e  and the  expenditure s ide ,  which encompasses tax and poss ib ly  debt 

reduct ions  over t he  per iod and i n  which defense and space programs are shown i n  

context  with the  var ious pressures  for  o t h e r  government spending programs. 

By way of summing up the  ex te rna l  environmental aspec ts ,  i t  can be  pointed 

out  t h a t ,  w i th in  the  planning process,  material on b a s i c  economic assumptions 

o f t en  serves a twofold purpose: 

. I n i t i a l l y ,  as p a r t  of t he  "ground ru les"  which t h e  corpora te  planning 

o f f i c e  provides t o  opera t ing  d iv is ions  and departments t o  guide them i n  

t h e  prepara t ion  of t h e  b a s i c  planning d a t a  and estim,ates .md 

.Subsequently, t o  he lp  e s t a b l i s h  the  genera l  context f o r  the  company- 

wide planning r e s u l t s  which are aggregated f o r  p re sen ta t ion  to ,  and 

review by, top management. 

In a more fundamental way, t h e  desc r ip t ion  of the  United S t a t e s  which may 

be i n f e r r e d  from these  planning assumptions may be of he lp  i n  s e t t i n g  a broad 

enough frame of reference f o r  the  planning process i t s e l f .  

va r i ab le s  a f f e c t i n g  the  f u t u r e  market p o t e n t i a l  f o r  a company's cu r ren t  product 

l i n e  may be  h e l p f u l  planning data.  

r ap id  s h i f t s  among products,  processes,  and markets, such information may not  

be  s u f f i c i e n t .  

Estimates of 

However, i n  an economy charac te r ized  by 

9aSee H.L. Weidenbaum, Federal  audget Trends 1965-1975, Washington 
Universi ty  Department of Economics Working P a p e r  6605, Aug. 1966. 
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For example, a company present ly  pr imar i ly  o r i en ted  t o  government business  

might consider--if only merely as contingency planning--the outlook f o r  major 

growth areas i n  the  commercial economy (and v i c e  versa) .  S imi la r ly?  companies 

s e l l i n g  exc lus ive ly  t o  a l o c a l  o r  even na t iona l  market n i g h t  review poss ib l e  

developments i n  i n t e r n a t i o n a l  market areas--and competit ive pressures  which may 

come from t h a t  source.  

111. TaraetinF: 

The second phase of the  business planning process mentioned earlier is the  

t a r g e t i n g  of the  company's long-term goals  and ob jec t ives .  To begin with,  i t  

should be pointed out t h a t  i t  i s  problematical  whether, i n  t h i s  area, formal 

economic theory may necessa r i ly  make a p r a c t i c a l  cont r ibu t ion  which is 

acceptable  t o  management. 

Economists genera l ly  have been nurtured on the  doc t r ine  of p r o f i t  

maximization as the  r a t i o n a l  mode of conduct f o r  entrepreneurs .  The t r a n s i t i o n  

is almost i n s t i n c t i v e  from the  be l ie f  t h a t  p r o f i t  maximization should be  the  

des i r ed  goa l  of business  management t o  the  b e l i e f  t h a t  i t  a c t u a l l y  is. 

Cer ta in ly ,  m a x i m u m  p r o f i t s  may be the dominant goa l  of  a business  e n t e r p r i s e ,  

b u t  t h a t  is not  necessa r i ly  the  s i t u a t i o n .  A l a rge  business  organiza t ion  may 

have a d i v e r s i t y  of goals .  

Professor  W i l l i a m  Baumol is the  rare example of an outs tanding economic 

t h e o r i s t  with a s u b s t a n t i a l  amount of bus iness  consul t ing experience. H e  has  

concluded: 

Most o l i g o p o l i s t i c  f irms [ in  modern day America, t h a t  covers most 
So l a r g e  corpora t ions]  a i m  t o  maximize no t  p r o f i t s ,  b u t  sales volume. 

long as p r o f i t s  remain a t  a s a t i s f a c t o r y  rate, management w i l l  devote 
f u r t h e r  e f f o r t  t o  increas ing  i t s  sales r a t h e r  than its p r o f i t s .  10 

l o W i l l i a m  Baumol, "Price Behavior, S t a b i l i t y ,  and Growth," The Rela t ionship  
of P r i ces  t o  Economic S t a b i l i t y  and Growth, Compendium of Papers,  J o i n t  Economic 
Comnittee, (Washington: Government P r in t ing  Off ice ,  1958), pp. 54-55. 
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A somewhat similar conclusion is reached by A.A. berle, bu t  on the  b a s i s  of a 

d i f f e r e n t  l i n e  of reasoning. Berle contends t h a t  with the  growing separa t ion  

of ownership from management, a wholly d i f f e r e n t  s e t  of motives and incent ives  

e n t e r s  the  p i c tu re  ccxqared t o  the day of t he  owner-manager. As Berle puts  it, 

the  personal  motive of the professional  manager is t o  earn salaries and f r i n g e  

b e n e f i t s  and a l s o  t o  enhance personal power and p r e s t i g e  by maximizing the  

power and p r e s t i g e  of h i s  company. 

This is not determined merely by t h e  annual p r o f i t  and l o s s  s ta tement ,  

important though t h a t  c e r t a i n l y  continues t o  be. More importantly,  in Berle's 

v i e w ,  i t  is measured by the  s t rength  and success with which a company f u l f i l l s  

t h e  func t ion  which i t  has assumed in t he  economy and by i ts  capaci ty  f o r  

continued growth. 11 

A similar conclusion is  reached by Harbrecht: 

"The corporat ion 's  f i r s t  concern is with i t s e l f .  
corporat ion has  developed t o  a poin t  where the  annual p r o f i t  record is 
n o t  i t s  p r i n c i p a l  goa l ;  r a t h e r  a re  the  p r o f i t s  necessary m e a n s  t o  something 
f a r  more important,  t h e  continued hea l thy  ex is tence  of t he  corporation."12 

The modern 

It should be pointed out t h a t  agreeing with the  f indings of these two gentlemen 

does n o t  necessa r i ly  requi re  shar ing t h e i r  phi losophical  outlook toward the  r o l e  

of business  i n  American soc ie ty .  

In  p rac t i ce ,  t he re  are many forms which the goals and objec t ives  of an 

e n t e r p r i s e  may take. Management may wish t o  maintain--or increase--the 

h i s t o r i c a l  growth i n  sales o r  earn ings  o r  share  of t he  market. It may wish t o  

a t t a i n  a given percentage rate of re turn on s tockholders  investment o r  on t o t a l  

"A.A. Berle, Jr., "Introduction and Commentary", i n  Toward the  
Pa rap ropr i e t a l  Society,  New York, m e n t i e t h  Century Fund, 1960, pp. 1-14. 

12Paul P. Harbrecht, Toward the Parapropr ie ta l  Society,  New York, 
Twentieth Century, 1960, p. 21. 
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capi ta l - -of ten a t  least  equal t o  some blue ribbon panel  of corporat ions.  A 

certain d i v e r s i f i c a t i o n  of t he  product l i n e  o r  market served may be desired.  

For example, a number of government cont rac tors  from t i m e  t o  t i m e  set ou t  t o  

raise the  c o m e r c i a l  percentage of t h e i r  p r o f i t s  and/or sales. 

Some o r  a l l  of these  objec t ives  may be aimed a t  by an ind iv idua l  company. 

I n  f a c t ,  these  objec t ives  may be i n t e r r e l a t e d .  

of an e x p l i c i t  o r  imp l i c i t  p r o f i t  maximization goal.  

information may a i d  both i n  se l ec t ing  t h e  type of goa l  t o  be followed and i n  

providing s ta t i s t ica l  measuring s t i c k s  f o r  gauging attainment.  To these 

managements who quant i fy  t h e i r  goals,  t h e  economist can po in t  ou t  the  h i s t o r i c a l ,  

and pro jec ted  rates of growth i n  the  economy as a while,  i n  t he  indus t ry  o r  

i n d u s t r i e s  i n  which the  company is operating, and f o r  o ther  companies of 

comparable s i z e  o r  market pos i t ion .  

Many of them may be de r iva t ives  

Economic Analysis and 

Similar ly ,  f o r  p r o f i t  goals,  management needs t o  be aware of t he  

h i s t o r i c a l  and projected p r o f i t  r a t e s  i n  the  over -a l l  economy, i n  p e r t i n e n t  

i n d u s t r i e s ,  and f o r  comparable companies. 

Sa les  objec t ives  car; be set fa such stat is t ical  forme as m i n t a i o i n g  o r  

improving market shares .  

p e r t i n e n t  i n d u s t r i e s  and markets, as w e l l  as usable  genera l  economic fo recas t s  

can p lay  an important ro le .  I n  some cases, the  i d e n t i f i c a t i o n  and measurement 

of t h e  market o r  indus t ry  may be no simple task.  

Here, knowledge of t he  h i s t o r i c a l  t rend  of the  

To c i t e  one important example, the  e l e c t r o n i c s  indus t ry  s t i l l  has  not  

come into i ts  o m  i n  t he  Standard I n d u s t r i a l  C l a s s i f i c a t i o n  which under l ies  

t he  d a t a  of the Census Bureau and many o the r  governmental agencies. 

pieces  of e l ec t ron ic s  production a re  continued i n  a dozen o r  more SIC codes. 

It should be noted t h a t  some companies do not  attempt t o  quaa t i fy  t h e i r  

B i t s  and 

object ives .  Figure 4 is a hypothet ical  statement of company objec t ives  f o r  an 
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'Figure 4 

STATEMENT OF COMPANY OB JECTIWS 

1. To be outs tanding i n  the design, development, and 
production of a i r c r a f t ,  missile, and space systems 
which w i l l  a i d  the  Nation i n  maintaining s c i e n t i f i c  
and m i l i t a r y  supe r io r i ty .  

2. To be outs tanding i n  the design, development, and 
production of a i r c r a f t  f o r  commercial a i r l i n e s .  

3. To be outs tanding in a l l  research,  both t echn ica l  
and managerial. 

4. To e n t e r  such o the r  l i nes  of business  as may be requi red  
t o  perform the above ro l e s  and t o  a t t a i n  our growth 
ob jec t ives  . 

5 .  To achieve a rate of  growth and a product s t r u c t u r e  
which, on a long term bas i s ,  w i l l  maximize p r o f i t  on 
the  investment of ou r  s tockholders  
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aerospace company, based on s e v e r a l  ac tua l  dec la ra t ions  by major defense 

and space cont rac tors .  

deludes a company i n t o  be l iev ing  t h a t  i t  a c t u a l l y  has thought through the  

problem of s e t t i c g  long term t a r g e t s  and goals.  Hence, sometimes the  company 

economist b e s t  s e rves  the  i n t e r e s t s  of h i s  management by being the  w e t  b lanket  

at  the  planning par ty .  

Such a statement may have g r e a t  nega t ive  value.  It 

IV.  I n t e rna l  Or ien ta t ion  

The t h i r d  s t e p  of the  business  planning process is i n t e r n a l l y  or ien ted ,  t o  

analyze t h e  capab i l i t y  of and resources ava i l ab le  t o  t h e  en te rp r i se .  

a n a l y s t  t r a i n e d  t o  some degree in economics can make a u s e f u l  cont r ibu t ion  t o  

t h e  ana lys i s  of an e n t e r p r i s e ' s  resources and c a p a b i l i t i e s  during the  planning 

per iod  by s t r e s s i n g  the  element of f u t u r i t y .  

The 

For example, f i n a n c i a l  and engineering personnel may be  i n  a good pos i t i on  

t o  estimate t h e  b a s i c  c o s t s  of fu ture  asset acqu i s i t i ons ,  such as f a c t o r i e s ,  

l abo ra to r i e s ,  and o t h e r  f a c i l i t i e s .  Y e t ,  they may (or  may not)  need t o  be  

reminded t h a t  p r i c e  l e v e l s  may chmge, a d  poss ib le  a t  d i f f e r e n t  rates than 

those t h a t  have been experienced i n  the  recent  pas t .  Moreover, t he  underlying 

f a c t o r s  in f luenc ing  such p r i c e  changes may only emerge from a c a r e f u l  ana lys i s  

of the n a t i o n a l  economy. 

The f u t u r e  c a p a b i l i t i e s  of  t h e  f i r m  may need t o  be  r e l a t e d  t o  the  l i k e l y  

c a p a b i l i t i e s  of p o t e n t i a l  competitors. Productive capaci ty  may o r  may n o t  be  a 

s t r e n g t h  of the  company, depending on the  shor tage  o r  excess of capac i ty  i n  the  

relevant industry.  

economic ana lys i s ,  t o  relate the  a c t i v i t i e s  of the  ind iv idua l  company t o  broader 

t rends  in the  n a t i o n a l  and increasingly the  i n t e r n a t i o n a l  economy. 

This is i l l u s t r a t i v e  of a genera l  funct ion of corporate  

Another example of  t h i s  function may be found i n  the  l abor  f i e l d .  Personnel 

management l i k e l y  performs the bas i c  p ro jec t ions  of company manpower 
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requirements. 

n a t i o n a l  o r  reg iona l  labor  force a v a i l a b i l i t y .  

Department of Labor's s t u d i e s  of  the  f u t u r e  composition of n a t i o n a l  employment 

can be extremely use fu l  

company may consider  pecu l i a r  t o  i ts  operat ions t o  fundamental developments i n  

t h e  n a t i o n a l  ec0n0my.l~ 

workers t o  profess iona l  and technical  personnel is s t r i k i n g .  I n  a way, t he  

Labor Department da t a  provide 

r e c r u i t i n g  program. Cer ta in ly ,  t h e  t r a n s i t i o n  s t i l l  needs t o  be made t o  the  

ind iv idua l  indus t ry  and company. 

It may be h e l p f u l  t o  them t o  understand the  fu tu re  t rends i n  

I n  t h i s  connection, t h e  U.S. 

t o  management i n  r e l a t i n g  the  problems t h a t  a 

The an t i c ipa t ed  s h i f t  from r e l a t i v e l y  unski l led  

a p r o f i l e  f o r  the  broad contours of a corporate  

I n  the  s h o r t  run, t h e  analyses of the e x t e r n a l  business  environment a l s o  

may be use fu l  i n  determining the  p o t e n t i a l  a v a i l a b i l i t y  of a c r i t i c a l l y  important 

corporate  resource--cash. Over-all business and monetary condi t ions are 

important considerat ions t o  the  Treasurer 's  o f f i c e  of many companies i n  

es t imat ing  the  cos t  and a v a i l a b i l i t y  of corporate funds and t h e  preferences 

among s tock  i ssues ,  bonded indebtedness, and bank debt. Clear ly ,  the  impact of 

t h e  c o s t  and a v a i l a b i l i t y  of funds of a " t igh t"  r a t h e r  than an "easy!! money 

pol icy by the Federa l  Reserve i s  not  a hypothe t ica l  o r  improbable f ac to r .  

I n  a more fundamental way, whether a c h a r a c t e r i s t i c  of a company is  a 

s t r eng th  o r  resource in s t ead  of a weakness i n  good measure is  a funct ion of t he  

operat ing climate and the  types of businesses being considered. For example, 

t h e  advanced technology of a t y p i c a l  defense and space cont rac tor  is a vi ta l  

asset i n  the market f o r  weapon o r  space systems. 

i n  an uncompetitive cos t  s t r u c t u r e  when the  same f i rm tries t o  enter commercial 

markets where i t  contends aga ins t  companies o r i en ted  t o  low c o s t  volume 

I n  c o n t r a s t ,  i t  mainly r e s u l t s  

13U.S. Department of Labor, m, Washington, 
Government P r in t ing  Off ice ,  1960. 
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production of f a i r l y  s t m d a r d  i tems. 

guidance required i n  developing the  resource aspec ts  of business  planning vary 

with t h e  s i z e ,  markets, and o the r  c h a r a c t e r i s t i c s  of the  ind iv idua l  firm. 

Cer t a in ly ,  the  types of economic da ta  and 

Figure  5 is  a condensation of such a resource p r o f i l e  f o r  a major 

aerospace company which s p e c i a l i z e s  i n  the m i l i t a r y  and space markets. 

P. Development 

L e t  us now tu rn  t o  the  four th  phase of  t he  business  planning process--the 

formulation o f b e  key programs and major undertakings on which the  company w i l l  

embark during the  planning period. 

u t i l i z e  the  en terpr i seb  resources i n  meeting e s t ab l i shed  goals  is genera l ly  a 

func t ion  of l i n e  management. 

t h a t  of advice o r  review i n  s e l e c t i n g  from among the  var ious a l t e r n a t i v e  

programs presented t o  Headquarters by the  opera t ing  d iv i s ions .  Increas ingly ,  a 

r e tu rn  on investment concept is being used t o  rank proposed programs and 

p r o j e c t s .  

The development of  s p e c i f i c  programs t o  

The ro l e  of  economic ana lys i s  here  is  usua l ly  

An important u t i l i z a t i o n  of ecmomic analysis during progran d e v d o p e n t  

is i n  connection with s a l e s  forecast ing.  

products  need t o  be  checked aga ins t  appra isa l s  of the market p o t e n t i a l .  

Hopefully, the  sales estimates were prepared on the  b a s i s  of a comprehensive 

market research job i n  the  f i r s t  place,  which included use of the  analyses and 

f o r e c a s t s  of the n a t i o n a l  economy a n d  of the  s p e c i f i c  i n d u s t r i e s  i n  which the  

f i rm is  operat ing.  

Forecasts  of t he  s a l e s  of s p e c i f i c  

F o r  example, t h e  Pres ident  of Deere and Company, the a g r i c u l t u r a l  

equipment firm, r ecen t ly  s t a t e d  t h a t  "The most important s i n g l e  f a c t o r  i n  farm 

equipment sales forecas t ing  is the  expected level  of cash farm income--that is, 
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Figure 5 

AEROSPACE RESOURCES 

r 

MARKETING - Limited Primari ly  t o  Sa les  of Complex Systems 
t o  Government Agencies or Small Numbers of High 
Value Items t o  Few Customers. Very Limited 
I n d u s t r i a l  o r  Consumer Sales ,  Dis t r ibu t ion ,  o r  
P r m o  t ion  Capabi l i ty  . 

PRODUCTION - Limited t o  Small Quant i t ies  of  High Qua l i ty ,  
High Value Items Incorporat ing Advanced Engin- 
e e r i n g  and S c i e n t i f i c  Design. 
Capabi l i ty  t o  Meet S t r ingen t  P r i c e  Competition. 

Very Limited 

ENGINEERING - Strong Capabi l i ty  t o  Perform S t a t e  of the  A r t  
Research as Well as Complex Engineering Design. 
Limited Capabi l i ty  t o  Design Commercial Products 
f o r  Mass Production. 

MAIpBclQiEpJT - Unique Capabi l i ty  to  Manage In t eg ra t ion  of Large 
Complex Systems and Large Sca le  R & D Organiza- 
t ions .  

FINANCE - Limited Financial  Resources, Low Cap i t a l i za t ion ,  
Low P r o f i t  on Sa les  b u t  High Return on Investment. 

i 
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cash r e c e i p t s  from farm marketings p l u s  government payments. 1114 

i l l u s t r a t e s  the  importance t o  many companies of keeping ab reas t  of  government 

planning. It is obvious t h a t  companies s e l l i n g  t o  farm markets-either 

i n d u s t r i a l  o r  ccinsumer--must c lose ly  monitor g o v e m e n t  p o l i c i e s  and programs 

i n  the  f i e l d  of ag r i cu l tu re .  

This a l s o  

For many o the r  i n d u s t r i e s ,  of course, t h e  r o l e  of  the  government is less 

direct than i n  ag r i cu l tu re .  

planning has an important d i r e c t  e f f e c t  on the  planning of a g r e a t  many 

i n d u s t r i e s  both i n  t h i s  country and abroad. To a number of i n d u s t r i e s ,  of 

course, the  government may be an important customer and the  Federal  budget 

becomes a b a s i c  t o o l  of  market research. 

However, whether w e  l i k e  i t  or  no t ,  government 

Also, continuing ana lys i s  of the var ious segments of t h e  economy may y i e l d  

s e l e c t e d  growth markets which the  en te rp r i se  might wish to  pene t r a t e  with new 

products or  adaptat ions of e x i s t i n g  product6. Conversely, information on 

d i f f e r e n t i a l  growth and p r o f i t  rates can be u s e f u l  i n  s e l e c t i n g  among t h e  

var ious p o s s i b i l i t i e s  f o r  products to  be developed o r  marketed. This l eads  t o  

an examination of d i v e r s i f i c a t i o n  efforts, an area i n  which economic anal j js is  

o f t e n  p lays  a key ro le .  

A. D ive r s i f i ca t ion  Planning 

Technical d e f i n i t i o n s  of d i v e r s i f i c a t i o n  vary by author ,  company, and 

otherwise.  

as t he  act of g e t t i n g  a company i n t o  product and/or market a r eas  which are 

s i g n i f i c a n t l y  new t o  i t .  A new type of p a i n t  developed by a p a i n t  company 

would not  qua l i fy  as d ive r s i f i ca t ion ,  b u t  a new pa in t  would if i t  were 

developed and marketed by a petroleum company. 

For the  present  purposes, i t  may s u f f i c e  t o  consider  d i v e r s i f i c a t i o n  

This newness is prec i se ly  the  

14Remarks by W i l l i a m  A. H e w i t t ,  P res ident  of Deere and Company before  t h e  
New York Society of  Secur i ty  Analvsts, November 22, 1963, p. 11. 
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c h a r a c t e r i s i t c  t h a t  requi res  a s i g n i f i c a n t  input  from economic analysis .  

In many ways, d i v e r s i f i c a t i o n  decisions present  unique problems t o  a 

company's management. Much more than o the r  growth a l t e rna t ives ,  such as 

Increased penet ra t ion  of cu r ren t  product and market areas, d i v e r s i f i c a t i o n  often 

requi res  a break with p a s t  pa t t e rns  and t r a d i t i o n s  of a company and an ent ry  

onto new and uncharted paths.15 Hence, much of management's vast experience 

wi th in  its own indus t ry  is not  p a r t i c u l a r l y  re levant .  

knowledge of o the r  i n d u s t r i e s  and markets, and of the similarities and 

I n  s t r i k i n g  contract, 

d i f fe rences  among them, becomes of f a r  g r e a t e r  experience. Again, an awareness 

of economic f ac to r s  and economic analysis  can be an obvious advantage. 

Certainly,  there  is no s ing le ,  un iversa l ly  accepted method f o r  

d i v e r s i f i c a t i o n  planning. The one t h a t  is presented here  is a d i s t i l l a t e  o r  

composite of t he  method followed by a number of aerospace companies i n  recent  

years.  

F i r s t ,  d i v e r s i f i c a t i o n  planning starts when a preliminary ana lys i s  of t he  

l i k e l y  fu tu re  r e s u l t s  of t he  current  product-market l i n e  usual ly  ind ica t e s  t h a t  

t h e  company's goals  and objec t ives  w i l i  not be reached Giiring t h s  plai i izzg 

period. It should be r e a l i z e d  t h a t  d i v e r s i f i c a t i o n  i n t o  unknown areas may be 

extremely r i sky  and rnanagement qui te  properly may be wary of considering such 

moves unless  c l e a r l y  necessary. On the  average, t he  odds are less than one ou t  

of two t h a t  a new d i v e r s i f i c a t i o n  program ( e i t h e r  merger or i n t e r n a l  develop- 

ment) w i l l  r e s u l t  i n  p r o f i t s  even equal t o  those of the  company's t r a d i t i o n a l  

product l ines.  16 

15H. Igor  Ansoff , "St ra teg ies  f o r  Divers i f ica t ion ,"  Harvard Business 

16Ronald R. Larson, Keys t o  Success i n  Dive r s i f i ca t ion ,  A Presenta t ion  t o  

Review, Sept. - O c t .  1957, p. 113. 

t h e  Stanford Research I n s t i t u t e ,  Long Range Planning Service Cl i en t  Conference, 
Pa lo  Alto, Cal i forn ia ,  September 25, 1963. 
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The second s t e p  is an analys is  of the  company's various s t r eng ths  and 

weaknesses i n  order  t o  determine the kind of new a c t i v i t y  f o r  which it may 

have some important capabi l i ty .  

a l ready has  been examined. L e t  us discuss t h e  case of t h i s  anonymous la rge  

aerospace company which f inds  t h a t  defense-qace markets i n  the  coming decade 

w i l l  n o t  y i e l d  s u f f i c i e n t  business p o t e n t i a l  t o  enable i t  t o  meet i t s  growth 

objec t ives  ( In  t h i s  case, the  objec t ive  may be t o  minimize the  negat ive 

growth rate). 

Such an evaluat ion f o r  an aerospace company 

The earlier examination of the  company's s t r eng ths  and weaknesses reveals  

t h a t  i t  possesses some unique technological c a p a b i l i t y  which i t  hopes o r  

be l ieves  may be appl icable  t o  important commercial f i e l d s .  

a commercial marketing c a p a b i l i t y  as w e l l  as knowledge of how t o  design and 

produce f o r  t he  cost-conscious commercial market. 

concludes t h a t  a merger might be advisable with a smaller, but  n o t  t iny ,  

company i n  another indus t ry  where t h e  appl ica t ion  of i ts  unique technology may 

open up new markets. 

However, i t  lacks 

As a r e s u l t ,  it t e n t a t i v e l y  

Our aerospace company then goes about s e t t i n g  f o r t h  some cri teria f o r  

Such evaluat ing a l t e r n a t i v e  d i v e r s i f i c a t i o n  oppor tuni t ies  through merger. 

cri teria might include the  following, a company with: (1) annual s a l e s  

volume of $250-500 mi l l i on  over the  last few years ,  (2) no known major 

f i n a n c i a l  o r  management problems (3) a r e l a t e d  technology, such as e l e c t r o n i c s ,  

chemical propulsion, s c i e n t i f i c  instruments , etc. , (4) an e s t ab l i shed  commercial 

marketing capab i l i t y ,  (5) a market which is l i k e l y  t o  grow in excess of t h e  

GNP i n  t he  coming decade, and (6) in an indus t ry  with some b a r r i e r s  t o  en t ry ,  

so t h a t  i t  can be an t i c ipa t ed  t h a t  p r o f i t s  w i l l  no t  be driven down t o  

unacceptable levels by a f lood of new en t r an t s  i n t o  the  industry.  

course, are i l lustrative criteria, and imagination can undoubtedly supply 

o thers  

These, of 
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Given the  c r i t e r i a ,  t he  next  s t ep  is t o  f i n d  the  p o t e n t i a l  oppor tuni t ies .  

Here, a knowledge of indus t ry  and company economic and f i n a n c i a l  da t a  is 

essential. Without being exhaustive,  i t  may be  pointed out  Census da t a  on an 

SIC code b a s i s  can be Eost  h e l p f u l  i n  iden t i fy ing  growth i n d u s t r i e s  and var ious 

corpora te  d i r e c t o r i e s  i n  iden t i fy ing  and supplying f i n a n c i a l  da t a  on t he  f i rms 

i n  these  indus t r i e s .  

The d e t a i l e d  ana lys i s  of the  ind iv idua l  d i v e r s i f i c a t i o n  o r  merger 

p o s s i b i l i t i e s  may take s e v e r a l  forms. Areas where economic f a c t o r s  may be  most 

relevant include the  s t r u c t u r e  of the indus t ry ,  t h e  na ture ,  composition, and 

t rend  of t h e  market, pe r t inen t  governmental programs o f  economic regula t ion ,  

p r i c e  t rends,  and i n t e r n a t i o n a l  aspects .  

The a c t u a l  decis ion t o  e n t e r  merger negot ia t ion  is, of course, a funct ion of 

management. However, the  var ious s t a f f  analyses of these  and o t h e r  matters 

c o n s t i t u t e  a necessary input  to  t h e  decision-making process.  

B. Growth Industry Study 

Dive r s i f i ca t ion  planning may be i l l u s t r a t e d  by examining a s tudy of growth 

i n d u s t r i e s  made f o r  a major aerospace company. The purpose ef the  s tudy WBE 

t o  i d e n t i f y  promising areas f o r  poss ib le  d i v e r s i f i c a t i o n ,  e i t h e r  by merger or  

internal  product development . 
The work was performed i n  f i v e  s t e p s :  

1. For each of t he  354 four -d ig i t  manufacturing i n d u s t r i e s  i n  the  American 

economy, consis  t e n t  h i s t o r i c a l  da t a  were developed on sales , employment, c a p i t a l  

expendi tures ,  f a c i l i t i e s ,  and growth rates. A l l  of t h i s  information was 

obtained from the  var ious Censuses and Annual Surveys of  Manufactures taken 

during the  per iod 1947 t o  1958. 

2. The average annual growth i n  sales of a l l  manufacturing i n d u s t r i e s  

combined f o r  the  period-six percent a year-was used as a benchmark f o r  
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s e l e c t i n g  growth indus t r i e s  . 
s i x  percent  during the  per iod were i d e n t i f i e d  as growth indus t r i e s .  

Individual  i n d u s t r i e s  growing more rap id ly  than 

This 

provided an i n i t i a l ,  s tatis  t i ca l  measure of growth indus t r i e s .  

It may be i n t e r e s t i n g  t o  note  tha t  40 of t h e  354 i n d u s t r i e s  showed absolute  

dec l ines  in sales during the  period. These included such well-known i n d u s t r i e s  

as men's and boy's s u i t s  and coa ts ,  pumps, vacuum cleaners, watches and clocks, 

pens and mechanical penc i l s ,  work s h i r t s  motorcycles and b icyc les ,  and c iga r  

boxes. I n  some cases ,  fore ign  competition may have been the  cause of the 

decl ine,  while i n  o the r  technological competition from s u b s t i t u t e  products may 

have been more important. 

Also, 35 of t h e  354 i n d u s t r i e s  had growth i n  sales bare ly  enough t o  o f f s e t  

t h e  e f f e c t  of i n f l a t i o n .  Examples of these  i n d u s t r i e s  which, hence, had no 

"real" growth in sales during the postwar per iod were fireworks,  umbrellas and 

paraso ls ,  margarine, matches, but tons,  chewing gum, and s to rage  b a t t e r i e s .  

Clear ly ,  i t  is no t  enough t o  serve a broad n a t i o n a l  consumer need t o  qua l i fy  as 

a growth indus t ry  i n  t h e  United States .  

3. The t h i r d  s t e p  i n  the  growth indus t ry  s tudy was to  elimiiiate frm the 

list of growth i n d u s t r i e s  those which were r e l a t i v e l y  unre la ted  t o  the  aerospace 

company's c a p a b i l i t i e s .  The screening o r  exclusion cr i ter ia  used were designed 

only to  e l imina te  f a i r l y  obvious groups of unrelated indus t r i e s .  3order l ine  

cases  were l e f t  in .  The following were the  exclusion cri teria used f o r  t h i s  

aerospace company: 

a. Standard consumer items, such as food, tobacco, c lothing,  toys,  and 
spor t ing  goods. 

b. Standard commercial items, such as paper bags, glue,  envelopes, and 
o the r  o f f i c e  suppl ies .  

C. Items of extremely low unit value,  such as gree t ing  cards ,  books, l i g h t  
bulbs ,  t i n  cans, and n u t s  and b o l t s .  
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d. Processing of raw materials, such as b l a s t  furnaces, petroleum 
ref ining,  lumber, rubber, cement, and s tone.  

e. Arb i t r a ry  exclusions were l imited t o  drugs, pipe,  and a i r c r a f t  ( t h i s  
i l l u s t r a t e s  t h e  role of judgment). 

4. As a r e s u l t  of omitt ing (a) the  above f i v e  ca t egor i e s  of i n d u s t r i e s  

and (b) those which were n o t  growing more rapidly than the  average, t he  o r i g i n a l  

l i s t  of 354 manufacturing i n d u s t r i e s  w a s  reduced t o  the  29 shown i n  Figure 6. 

This was now a manageable group of i ndus t r i e s  which could b e  s tud ied  more 

in t ens ive ly .  

Figure 6 

SELECTED GROWTH PRODUCT AREAS 

Fabricat ing , S t r u c t u r a l ,  and 2Iachined Products 

1. 
2. 
3. 
4. 
5 .  
6. 
7. 
8. 
9. 

10. 
11. 
12. 
13. 
14. 
15. 
16. 

Blowers and fans  
Boat bu i ld ing  and r epa i r ing  
Boiler  shop products 
Conveyers and cranes 
General i n d u s t r i a l  machinery and equipment 
Metal o f f i c e  and professional  f u r n i t u r e  
Pumps and compressors 
Prefabricated metal buildings and f a b r i c a t e d  s t r u c t u r e s  
Safes  and v a u l t s  
S c i e n t i f i c  instruments 
Sheet'  metal work 
Shipbuilding and repair ing 
Spec ia l  'purpose machinery 
Steam engines and turbines  
Surg ica l  and medical instruments 
Truck and automotive trailers 

Electrical  and E lec t ron ic  Products 

17. Electrical qelding equipment 
18. Automatic merchandizing machines 
19. Computing machines and cash r e g i s t e r s  
20. Electrical c o n t r o l  apparatus 
21. Electrical  measuring instruments 
22. 
23. Inter-com equipment 
24. Power d i s t r i b u t i o n  transformers 

Electrical transmission and d i s t r i b u t i o n  equipment 

Other Product Areas Related t o  Company Capabi l i ty  

25 .  I n d u s t r i a l  furnaces and ovens 
26. I n d u s t r i a l  process instruments 
27. Optical  instruments and lenses  
28. Photographic equipment 
29. Wiring devices 
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5. The f i n a l  s t e p  of the  growth i n d u t r y  s tudy was t o  analyze some of the  

more promising of t he  29 product areas.  

companies involved, studying t h e i r  f i n a n c i a l  as w e l l  as  competit ive pos i t i ons ,  

and the  f u t u r e  outlook f o r  the  industry.  

This required iden t i fy ing  the  major 

For  example, the  electrical welding equipment did not  look too a t t r a c t i v e  

a f t e r  more d e t a i l e d  ana lys i s .  For one th ing ,  it was found t h a t ,  al though i t  

grew rap id ly  over t he  postwar per iod as  a whole, €or  i nd iv idua l  years  very 

sharp c y c l i c a l  pa t t e rns  with many years of dec l in ing  sales were observed. 

a r e l a t i v e l y  small number of f i rms dominated the  indus t ry .  Seven f i rms each 

with $5 mi l l i on  o r  more sales a yea r  accounted f o r  most of the  output.  

Also, 

In  contrast, the  s c i e n t i f i c  instruments indus t ry  w a s  seen t o  be j u s t  

e n t e r i n g  a per iod  of rap id  growth. The sales t rend  curve ind ica t ed  t h a t  much 

p o t e n t i a l  w a s  s t i l l  ahead. Also, there  was no entrenched dominant group of 

f i rms t o  f ace  a p o t e n t i a l  new ent ran t .  I n  addi t ion ,  t he re  were 15 f i rms with 

sales of $5 mi l l i on  or  more a yea r  who were, thus f a r ,  the  leaders  i n  the  f i e l d .  

The growth indus t ry  s tudy showed how, with a r e l a t i v e l y  small budget, a 

company economics s t a f f  could go a r a the r  respec tab le  d i s t aoce  in i den t i fy ing  

and screening poss ib le  new f i e l d s  of i n t e r e s t .  

V I .  Evaluation 

The las t  and o f t en  a c r i t i c a l  aspect of the  business  planning process is the  

eva lua t ion  of t he  adequacy of t he  long-term business  plan.  

provide use fu l  materials, economic and otherwise,  t o  he lp  i n  making such 

eva lua t ions  by management. Per t inent  da t a  can include quan t i f i ca t ions  of t he  

performance of the  l a r g e r  group of which the  e n t e r p r i s e  is a p a r t :  

indus t ry  o r  the  economy as a whole. 

can play a v i ta l  p a r t  i n  performance eva lua t ion .  Here w e  c l o s e  the  loop. *The 

S t a f f  planners  may 

t h e  

The goals  and ob jec t ives  descr ibed earlier 
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reasonableness of the  goals and ta rge ts  set e a r l i e r  are checked aga ins t  the  

. l i k e l y  accomplishments of t he  en te rp r i se  i n  view of i ts  resources and 

c a p a b i l i t i e s  i n  the  expected environment. Necessary modifications may then be 

made i n  the  goals and t a r g e t s  as w e l l  a s  i n  the  programs t o  accomplish them. 

It should be emphasized t h a t  the evaluat ion can involve very hard decis ions.  

A company which is both s h o r t  of cash and f inds  t h a t  its s tock  is s e l l i n g  below 

book value (two not  unrelated s i t u a t i o n s )  may be hardpressed t o  even consider 

t h e  growth and d i v e r s i f i c a t i o n  needed t o  maintain i ts  pos i t ion  i n  its industry.  

This no t  uncommon s i t u a t i o n  may, of course, be  explained as the  r e s u l t  of 

inadequate p r i o r  planning. 

VII. Role of the Business EconomLsi 

I n  general ,  a company economist can perform two types of functions: (1) 

relate cu r ren t  and fu tu re  changes i n  the  e x t e r n a l  economic environment t o  the  

company, advising as t o  the  na tu re  of the  f i rm 's  responses t o  these  changes, 

and (2) applying t h e  too l s  of economic ana lys i s  t o  company planning and 

operat ions.  

of the  economist, on the  one hand, and the  needs of t h e  company, on the  o ther ,  

The spec i f  i c  t asks  undertake:: d e p e d  03 t he  i n t e r e s t s  m d  capab i l i t y  

t o  the ex ten t  t h a t  these  needs are not adequately m e t  by other  s t a f f s .  

The following are some of the  po ten t i a l  cont r ibu t ions  of a company 

economist; the  work is not  l imi ted  t o  planning. 

1. To appraise the  pos i t ion  of t he  company i n  i t s  indus t ry  and markets. 
On t he  b a s i s  of ava i l ab le  or o r i g i n a l  materials, the  economist can 
develop analyses  of the h i s t o r i c a l ,  current ,  and pro jec ted  t rends of 
the  pe r t inen t  indus t ry  and markets, 
performance t o  these developments, der iving measures of market 
penetrat ion,  market shares ,  and comparative growth rates. These 
measures may be usefu l  both f o r  short-term sales planning as w e l l  as 
long-term business  planning. 

H e  can then relate t h e  company's 
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. 

2. To develop or t o  p a r t i c i p a t e  i n  the  long-range planning process.  This 
a c t i v i t y  involves s e t t i n g  goals and objec t ives ,  providing planning 
guide l ines  t o  the  l i n e  and s t a f f  managers p a r t i c i p a t i n g  i n  the  planning 
process,  reviewing these plans i n  some form, and consol idat ing them 
i n t o  a companywide p i c tu re .  Possibly a more b a s i c  cont r ibu t ion  is  t o  
convince management t h a t  the planning process i s  no t  an exe rc i se  in 
stat is t ical  forecas t ing ,  but t he  prepara t ion  of and choice between 
a l t e r n a t i v e  courses of action. 

3. To p a r t i c i p a t e  i n  d i v e r s i f i c a t i o n  a c t i v i t i e s .  As a r e s u l t  of the  
planning da ta ,  management may -- o r  i t  may n o t  -- bel ieve  t h a t  a 
d i v e r s i f i c a t i o n  program is necessary. 
i n d u s t r i e s  r e l a t e d  t o  the company's i n t e r e s t ,  sketch out  t h e i r  
prospects ,  and i n d i c a t e  the  var ious  f i rms and products i n  these  
indus t r i e s .  
of a l t e r n a t i v e  methods of en ter ing  these  i n d u s t r i e s  and markets. 

The economist may I d e n t i f y  growth 

Economic and r e l a t ed  f i n a n c i a l  ana lys i s  can be prepared 

4. To participate i n  publ ic  r e l a t ions  i n  a broad or fundamental sense.  
Through wr i t ing ,  speaking, and serv ing  on advisory committees, the  
economist can a c t  as a l i n k  wi th  educat ional ,  c i v i c ,  p ro fes s iona l  
genera l  business ,  and government groups. By p a r t i c i p a t i n g  i n  such 
endeavors as reg iona l  economic development, he may enable  the  company 
t o  render  a real publ ic  se rv ice ,  i n  addi t ion  t o  achieving a d i r e c t  
corporate  b e n e f i t  . 

5. To promote economic education and understanding. To a s i g n i f i c a n t  
ex ten t ,  much of the  work described above cont r ibu tes  t o  improving the  
l e v e l  of economic understanding on the  p a r t  of company management. 
General economic information may a l s o  he lp  t o  improve employee and 
publ ic  understanding of the company and i t s  industry.  The economist 
here  may be ab le  t o  provide inpu t s  t o  such corporate  organizat ions as 
management development, publ ic  r e l a t i o n s ,  community a f f a i r s ,  etc. 

It would no t  be l i k e l y  any s ing le  economist o r  economic s t a f f  would f u l l y  

develop the  p o t e n t i a l s  i n  a l l  of the areas l i s t e d  above, nor  would t h e i r  e f f o r t s  

necessa r i ly  b e  l imi t ed  t o  these  f ive  ca tegor ies .  Investment ana lys i s ,  p r ic ing ,  

and l a b o r  r e l a t i o n s  are examples of o the r  areas where economic s t a f f s  have 

spec ia l i zed  successfu l ly .  

The t y p i c a l  p a t t e r n  of t he  successfu l  corporate  economics a c t i v i t y ,  i f  

t he re  is one, starts o f f  with an evaluat ion of t he  over -a l l  business  environ- 

ment and of the  indus t ry  o r  i ndus t r i e s  i n  which the  f i rm competes. Developing 

from t h i s  base,  the economist and h i s  management, e i t h e r  by design or by 

accident ,  then determine one or more s p e c i f i c  areas i n  which major, continuing 

work is  required by the  company. 
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a These comments are no t  intended t o  be a b luepr in t ,  mainly because the  

b e l i e f  t h a t  f l e x i b i l i t y  and judgment and time are a l l  important,  y e t  hard ly  

predetermined, var iab les .  

What about the  kind of person t o  be  s e l e c t e d  as a company econonist? No 

s tandard  pa t t e rn  as y e t  e x i s t s .  Some are former un ive r s i ty  economics 

professors ,  o thers  former government economists , and some experienced men i n  

the  company i n  such areas as s a l e s  management o r  production planning o r  

schedul ing which r e su l t ed  simultaneously i n  broadening t h e i r  comprehension of 

economic problems. In addi t ion ,  companies may have as a s s i s t a n t  economists 

i nd iv idua l s  with business  school  degrees o r  merely undergraduate economics 

majors, and they may rise t o  the  post  of ch ief  economist without any formal 

graduate  t r a i n i n g  i n  economics. 

The kind of economist most business execut ives  would look f o r  is ab le  t o  

work on the  problems of t h e i r  company and who would use an approach t h a t  i s  

both scho la r ly  and pract ical--a  man who can he lp  the  company when i t  has t o  

decide how t o  handle an a n t i t r u s t  law s u i t ,  whether i t  should adopt LIFO 

accounting methods, what a t t i t u d e s  i t  should adopt i n  union con t r ac t  

negot ia t ions ,  o r  whether or n o t  i t  should e n t e r  a new f i e l d  of business .  

Most, b u t  no t  a l l  business  economists, r epor t  d i r e c t l y  t o  a s e n i o r  

execut ive in t he  company. This of  course provides the  opportuni ty  f o r  

p a r t i c i p a t i n g  i n  a wide v a r i e t y  of company activities. 

because the  business  economist must simultaneously maintain a d e t a i l e d  

comprehension of the  e x t e r n a l  environment and develop a company o r i e n t a t i o n  so 

t h a t  h e  can relate t h i s  information t o  the  company with which he is a f f i l i a t e d .  

It is no t  a simple task,  

The r o l e  of  t he  economist, or  of any s t a f f  s p e c i a l i s t ,  is not  t o  i d e n t i f y  

the  most i n t e l l e c t u a l l y  s t imu la t ing  problems t o  work on o r  necessa r i ly  t o  use 

the  most advanced and soph i s t i ca t ed  techniques. His funct ion i s  t o  make, on t h e  
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* b a s i s  of h i s  spec ia l  t r a in ing  and capabi l i ty ,  the  nos t  u se fu l  cont r ibu t ion  t o  

h i s  management. 

t he  company, its p a r t i c u l a r  h i s t o r y  and outlook, and the  needs of its management. 

H e  mus t  be  guided by t h e  s p e c i a l  problems being faced by 

The e c o n m i s t ' s  cont r ibu t ion  ce r t a in ly  is not  t o  t a l k  down t o  management 

o r  t o  pu t  some i n t e l l e c t u a l  window dressing on the  most fashionable  cu r ren t  

opinion-that is not  recommended f o r  h i s  own long-term planning. 

cont r ibu t ion  cons i s t s  of br inging t o  bear  on business  problems the  too l s  of 

economic ana lys i s ,  t he  r e s u l t s  of economic research, the f indings from economic 

statist ics and i n  a general ized way, t h e  value of profess iona l  ob jec t iv i ty .  

The r o l e  of t h e  business economist has been descr ibed as furn ish ing  a window 

through which the  f i rm can see aspects of the  ou te r  world i t  may otherwise 

ignore o r  no t  f u l l y  comprehend. 

This 

The London Economist a few years back posed the  question, "Are Economists 

Human ? " 

It pointed out t h a t ,  "There is  no body of men whose profess iona l  labors  

are more conscient iously,  o r  consciously, d i r ec t ed  t o  promoting the  wealth 

and wel fare  of mankind." Nevertheless, the  Londor. Ecsnonist cmcluded t h a t  

t he  answer t o  i ts  quest ion would be as follows: 

t he  answer would undoubtedly be NO." 

"By overwhelming majori ty  vote,  

. 


